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Interdepartmental Profits *
By Eric A. Camman
When the completed products of a manufacturing department 
are either marketable or transferable to adjacent departments for 
further processing, is it desirable to transfer the products at selling 
prices, or is it better to transfer them at cost?
A number of interesting problems arise in the endeavor to find 
an answer to this question. Some considerations, upon first 
thought, appear to be in favor of treating successive departments 
for the manufacture of marketable products as separate com­
mercial units, each department as an operation by itself. It is 
plausible to argue that when some of the products made in a 
department are sold to customers at a profit, while some of the 
products are turned over to other departments, a profit should be 
credited to the producing department for both transactions. But 
other considerations soon present themselves which influence the 
judgment in the opposite direction, making it seem advantageous 
to handle interdepartmental transactions only at cost throughout.
The further one enters into the subject, the more perplexing 
become the considerations. It is the object of this article to refer 
to a number of the reasons for and against each basis of figuring 
interdepartmental profits, with the view of stating the problems, 
so as to invite further study of them, not with the view of offering 
a solution at this time that would be generally acceptable.
It is to be recognized at the outset that the question does not 
involve the propriety of eliminating internal profits from the 
inventories. The soundness of the principle of not declaring a 
profit until products have been sold is undisputed. The question 
is whether the benefits to be obtained from the course will justify 
adopting it, with the understanding that, if so, a suitable method 
of obtaining a correct statement of earnings must be devised.
The question is not an academic one. On the contrary, it 
is very practical and is of increasing importance in the condi­
tions which develop as the result of industrial expansion and 
combination. The conditions may vary from the simple to the 
complex. For example, it is not unusual in the metal-working 
industries to find that when a plant includes a foundry, castings
♦Address delivered at the annual meeting of the New York State Society of Certified 
Public Accountants, May 13, 1929. 
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are delivered to the machining departments at prices relative to 
those at which the castings could be bought from an outside 
foundry. By this means, a separate profit or loss can be ex­
pressed for the foundry as a distinct venture. This may be taken 
as a simple case. Or a printing establishment may have depart­
ments containing jobbing presses, cylinder presses and rotary 
presses. On each of these types of equipment certain forms of 
printing are done. Some of these forms are completed within one 
department, but more extensive printing may require the use of 
the facilities of all the departments to produce the finished book or 
magazine.
Extremely complex situations are met when a string of plants 
is operated by one company or by associated companies under a 
coordinated management. Usually, in such cases, the properties 
formerly were those of separate and competing businesses. 
Therefore not only is it probable that the products of the com­
bined enterprise are very numerous and are made in large quanti­
ties, but it is likely as well that similar departments exist and that 
the same kinds of products are made at different plants. For 
example, in the making of copper-wire products, a corporation 
may own a number of plants. At one plant, the major depart­
ments may consist of a rod-mill, a wire-mill and a rubber-covering 
department. In the rod-mill, copper bars, which are about five 
inches square and five feet long, are drawn through dies into 
copper rods, say, one-quarter inch in diameter. The rods are 
salable in this form, or they may be transferred to the wire-mill. 
In the wire-mill, the copper rods are drawn through finer dies 
into copper wire of many different sizes. The copper wires 
can be sold at this stage, or they can be transferred to the 
rubber-covering department, where insulation of various kinds 
is applied.
At another plant of the same organization, the first department, 
the rod-mill, may be lacking, so that it is necessary to buy copper 
rods as raw material. At still another plant, the facilities may 
begin at the stage of insulating, so that for this plant, wire must be 
bought as raw material—wire similar to that which might be 
produced in the second department of the first plant.
It will be evident that, in situations of this kind, the principal 
departments are major commercial operations which are com­
parable to individual competitive businesses, the products of 
which are sold in a market subject to the competition of other 
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concerns engaged mainly or solely in making the products of one 
of the departments.
The question as stated, however, is not put with regard to the 
transfers of products between different plants. When the trans­
fers are between different plants, it may be advisable to ship at 
market prices or at a preferred discount therefrom, so as to afford 
a profit to the producing plant; particularly if separate corporate 
entities exist with minority stock-holding interests.
When we come to apply similar reasoning to the question 
whether or not it is advisable to adopt a like course with reference 
to transfers of products between departments in the same plant, 
the advantages and disadvantages are not so clear. It is equally 
desirable to gauge the adequacy of return and the effectiveness of 
operation in major departments, but some difficulties come up if 
this is to be done by the introduction of an anticipated profit in 
the cost of products to be further processed in the same plant 
before being sold.
The principal objects which may be advanced in favor of taking 
interdepartmental profits are (1) to judge the effectiveness of 
management, (2) to determine manufacturing policy, and (3) to 
measure the adequacy of return upon investment.
JUDGING THE EFFECTIVENESS OF MANAGEMENT
Net earnings—the last figure on the last line—is one of indubi­
table interest. It has a popular appeal. It is easy to read and, 
of course, it is the ultimate criterion of management.
It is to be appreciated also that a knowledge of and a share in 
profits by leading executives and department heads is a desirable 
thing. When this is accomplished under a well formulated plan, it 
becomes one of the important factors in management for obtaining 
effective control.
If products received from prior departments are, in effect, 
bought from those departments just as if they were bought outside 
and, in turn, if the products of the immediate department are sold, 
either to customers or to other departments, the resulting profit is 
expressed for each department on its own footing, and the effec­
tiveness of operation may be apparent. The amount of the depart­
mental profit, taken in relation to the capital invested for the 
department, will indicate whether the rate of return is satisfactory 
or unsatisfactory. In the case of products on which insufficient 
margins are obtained, or on which even a loss may be incurred, the 
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practice of turning them over at market prices will have the effect 
of placing the loss in the account of the department in which the 
article is made, instead of passing the loss along to the department 
which has the ultimate product to sell.
On the other hand, opposed to these reasons in favor of charging 
interdepartmental profits (with particular reference to judging the 
effectiveness of management) are a number of considerations. 
First, if this course is to be adopted, the difference between produc­
tion and sales must be taken into account. That is, the profit 
must be figured upon production irrespective of sales; products 
must be billed to warehouses or process storerooms as well as to 
other departments. Otherwise a low profit may appear at a time 
of high production, or vice versa. The procedure will cause patent 
difficulties in the setting up of inventories at selling prices with 
corresponding reserves for profit.
The expression of departmental profit may be misleading, be­
cause the results would be subject to influences which have no 
bearing on the effectiveness of manufacture. Sales or adminis­
trative policy may enter in, causing losses or unfavorable vari­
ances which may fall in particular departments. It is quite possi­
ble in these circumstances to show a loss for a department which 
has really been operated unusually well. This would be dis­
couraging, if profit is to be the measure of accomplishment.
The practice of measuring accomplishment by profits puts a 
premium upon departmental advantages. It may lead to bicker­
ing between department heads as to the prices which should be 
charged for products, and as to which products should be made 
and which should not be made. It will be natural for department 
heads, if they are to be judged by their profit showing, to feel that 
they should have a voice in decisions, relating to products made in 
their departments, which will affect their profit showing. This 
would have a tendency toward disorganization, because manu­
facturing men would become involved in questions of sales 
policy.
It should be noted, too, that if departmental profit is to be taken 
it will be necessary to make suitable charges thereagainst for a 
share of the shipping, selling and general expenses. Otherwise 
the margin on internal transfers would be clear gain to the 
producing department, while all the expenses of selling, ship­





The second object is to determine manufacturing policy. Com­
parisons will be sought between the costs of like products made at 
one plant and at another, either to decide whether the methods 
employed at one are more efficient than at the other, or to decide 
which is the place at which to manufacture most advantageously. 
If at some plants materials must be bought, while at others they 
are fabricated, the materials would be higher in cost at the plants 
where they have to be bought outside. The introduction of a 
profit to the fabricating departments, so that the cost of materials 
to subsequent departments would be as if the materials had to be 
bought, would smooth out the disparity between the plants and 
facilitate the comparison of costs. Then, too, the benefit of cost 
to make over cost to buy would be disclosed by the extent of the 
profit on products transferred.
Counter to these arguments, it may be said that comparisons 
between the costs of products made at different points can not 
well be made by examining total costs. It is always necessary, in 
order to reach conclusions, to make such comparisons in more 
detail. When this is done, the disparity which is due to buying 
materials outside at one plant and fabricating them at another can 
be brought out, if the accounting procedure embodies the features 
of standard costs, so that the effect of this condition will be 
apparent. It is not essential to transfer the products at market 
for the purpose of cost comparison. Nor is it essential to do so to 
ascertain the gain in cost to make over cost to buy, for this can be 
computed equally well by estimating the difference in costs for the 
quantities involved. Moreover, it may be good policy to manu­
facture materials, even though at a higher cost than the materials 
could be bought, for the sake of control over the fabricating 
processes.
MEASURING RETURN UPON INVESTMENT
The third object in figuring interdepartmental profits is to 
ascertain whether or not a proper return upon capital invested is 
being realized, by departments. If interdepartmental profits are 
taken, then, as mentioned, the net earnings of each department 
may be set against the capital invested. The information is 
important, either for fixing selling prices or, when selling prices are 
set, for deciding whether a line of activity is profitable or not.
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The question is whether or not the proposed means of obtaining 
the information is the best.
If each department were to transfer products at prices equiva­
lent to selling prices at the current stage of manufacture, a basis 
would be furnished for setting subsequent selling prices, or for 
reading subsequent profits, upon progressive costs that pre­
sumably would include adequate provision for return on the in­
vestment in prior processing departments. If this provision were 
true, and safe to rely upon, this consideration would have weight. 
The trouble is that the proposed basis may be misleading, for any 
of the following reasons:
(a) The margin on the products of a department may be ade­
quate in the average, while the transfers from that department 
may not conform to the average. It is frequently the case that 
products are made in a range of sizes, and in such cases the 
products are sold at prices which do not afford the same percent­
age of profit for each item. The curve of selling prices tends 
to be straighter than the curve of costs. The profit margin 
may be adequate on the line as a whole, if it is enough wider 
at the points of volume to compensate for the narrower margins 
on the lower volume of products necessary to complete the 
line.
The basis would provide for profits, but not for losses. That 
is to say, if products are to be credited to departments at selling 
prices, what happens if some of the products cost more than their 
selling prices? The excess is retained as a departmental loss, and 
the effect of this retention would not be incorporated in the cost of 
the ultimate product in some remote department.
(b) The margins might be inadequate in prior departments, but 
compensating wider margins might be obtainable on the products 
of subsequent departments, so that on the whole the manufacture 
and sale of the ultimate products might result in a profit that 
would be adequate for the entire investment.
The introduction of interdepartmental profits may not only 
result in an erroneous basis for reckoning later profit margins, but 
the expedient may be ineffectual for the immediate purpose as 
well. Because (c) it will be discounted and (d) it will obviate a 
knowledge of cost. If interdepartmental profits are introduced 
into costs, the policy will be known, and the tendency will be to 
discount the effect of such introductions. It will be hard to dis­
count the augmented costs accurately, for, as when interest is 
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included in costs, it is impracticable to learn just how much of the 
foreign element is hidden in any given case.
While it is true that a cost often is not the immediate basis for 
setting a selling price, it is nevertheless a source of comfort to 
have a reliable knowledge of cost, if only to serve as a last line of 
retreat. The hazard of retreating to a line, the exact location of 
which is uncertain, is obvious.
CONCLUSION
On the whole, as thought is given to these various considera­
tions, the impression grows that there is the danger of merely 
swapping new troubles for the old and familiar ones.
For example, there would be the difficulties of determining the 
selling prices, in case it is the custom in the industry to base quota­
tions upon changing market prices of materials, such as cotton, 
rubber, copper, etc., or in case of special products; and of deciding 
where departmentalization is to stop. For instance, one plant 
may make tools and dies for use; another may buy them; a third 
may have a department for making tools and dies for use and 
for sale to customers. Or again, at one plant power may be 
purchased; at another, power may be produced. Finally, 
what is to be done when transfers of products are made from 
a department in which they are manufactured to another depart­
ment in which no further manufacturing is done, but to which 
the goods are consigned as the most convenient way of selling 
them?
To recapitulate, we have the considerations (1) that to judge the 
effectiveness of management, an expression of earnings is a famil­
iar and useful gauge of effectiveness, but that an expression of 
profit by departments may be less clear to judge the effective­
ness of management of the departments; (2) that to determine 
manufacturing policies certain disparities in operating conditions 
can be smoothed out in order to put departments on a comparable 
basis as to materials, but that the desired comparisons can be 
made at costs suitably analyzed; and (3) that to measure the ade­
quacy of return on capital invested an expression of profit accord­
ing to the departments in which the products are made can be 
provided, instead of according to the departments in which the 
articles were sold, but that such expression of profit will not be 
a more distinct indication of the adequacy of return by lines than 
the more conventional accounting.
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In conclusion, therefore, if the proposed expedient will not 
serve more clearly to judge the effectiveness of management and 
is not needed to determine manufacturing policy and will not 
bring out the adequacy of return on capital invested any more 
truly than the system of adhering strictly to costs, then the net 
result of its adoption would be greater complication without 
equal benefit.
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